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.WIlIi' jlllprol'C'l11ilJ1t ill 4Q..•

....'"(., n( ..... irri7iati\"l'S cOlltinu#! to

tIre.t' 011 t:ollsolidatc-d EPS.

lrllil" 2nd ti",. companies
comiUllc to grow robustly.

Long disWlce company ruults began to show some improvement in the fourth
quaner. S\lTging dunand for data md Internet productS, a sliebt deceleration in
the rate of marku share losses and eost tuning partially offset Jong diitante share
losses and. pricing pressures. On aver8le, founh quarter core EPS growth fot the
Bie: 3 WJ$ in lin!! with 4Q96'& Teliults - versus me d~ing trend set during the
first thru quanet& of '97 (liee Table 2). In addition, WorldCom, LCl, Qweslllnd
RSL continued to pOSl positive results as a resull ofnvenue growth driven by
market sh~e e~pansion in additiDD to controlliIlz- costS.

T8t)!e ~: !K fram Cate· Long Di5tence Operations

Company U~9S 2Q86 iSD96 "096 1996 1Q87 lIQ97 IQI? "QiT 1W7
AT&T 51.00 $1.D9 S~.02 SMa $t04 $0.92 $o.ao $0.92 51.05 53.69
YIYGrowfh -B.O% -26.~ -9.8% 12~ -8,7""

Sprint SO.B4 $0.85 10.85 $0.86 S3,42. $0.83 $0.91 $O~3 SO.ia $3.73
YflGrowth -1.2% 7.'''- 9.4% 14.D"~ 11.1%

Mel SO.&4 SO-53 $"-55 $0.55 $2. HI ~.57 so.57 $0.48 SO.4' S2.03
YlfG:owth 5.6" 7-6% -f~7'Xo -26.8" -S.'"

Average BTowrh . -1.2% -4.0" -4.8 0.0% -2A
Corll-':~wldIlII_aet flClll !lIW lliIlatiYIs ~ • .!.n, PCS.~AII:!nw, ne. 111:.1
~:~RtpCl1l

DeSpite improvements in the core long distance business, consolidated EPS for
AT&T, Sprint and Mel contm\1ed to suffer as a result of diJulive., but
competitively necessary. new mitJativas like 10Cff1 entry, PCS, data and Internet
liierviees, and global allUmces. It is imperative for the Big 3 to absorb the starF\,Ip
costs assoc:iaw1 with these new initiatives to effec:tively compete with a fulll'Jl'T8)'
of products ~d services in order to protect tbeir imbedded. yet vulnerable.
eu5tomer~.

On aVeTBge, Ibe Bie3's eonsoli~teIdBPS declinltd 40% in the fourth quaner with
AT&T up 2.6CJ1" Mel down 77% Bnd Sprint down almost 46% (see Table 3). New
initiatives diluted /LT&T's fourth quarterEPS by $0.24, Mel's b)' $0.31 and
Sprint's by 50.63. We forecast that the dilution frolO new :Initiatives has not peaked
yet and Wf.~%pect inc:rcascd dilution through '98 as the companies continue to
expwd their}J(;S covera,se, da.t& initiatives,local networks, and global alliances.

Unlike their Big:3 peen. WorldCom, LeI, and ACC showed positive EPS growth
in the fourth quarter as II result ofsolid ap~nnion' 8Jtd easier year-over-year
comparisons. WorldCom's EPS grew from (SO.OS) in 4Q96 to $0.15 lIS II MSUit of
strong revenue growth, impressive cost controls. and SYJ1ergics from the MFS
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LoU' b(Zrri(!rs t(J (!ufry 11al1~ led
to significant marker share

losses for rile Big 3.

melllet. LCl reponed BPS growth of 24% I drivcn by solid top line iI'o....1h as
result of continued market share gains. Fueled by its expansion into new ma..-kltts,
ACC's bouom line rose 22% in the fourth quarter.

Table~: ~olid8ted EPS Growth

compil!!)' ,arr 2097 IQI1 4Qt7 1991
-..nT so.sa SO.69 $0.71 $0.81 sz.78
yrt GlOWlh -25.3% .,7.9'r. -15.6% 2-5% -20.6%

Mel 10.42 $0.40 $0.111 SO.10 $1.11
YIV GrowlJI 0.2% ~1_8% -56.8% -77.1% -35.0%

Splinl SQ.fi7 $CUll) SO.4S SO.SO $2.10
YN GI'OIJth ·14.6"'" -20.7% -33.1% ....S.E% ·27.7".4

Amtg. YN GIOWIh -11.2% ·22.1% -35.1% -40.1% ~Uo:.

5mIIce: CllIl1ll111J' RIClartI

We have long pointed OUI that me 1996-1997 phenomentm of UDIU1[icipated losses
to 10D£ distance resellers and thus dramatic EPS declines fer e:ci.sting c.mriers from
'96 to '97 evidenced one. $ingle thing: that Ihe long dislAnct industrY, especially
the mass mar1cet J1!$identW and single-line bwiness matkets, had \IeI)' low bamers
to entry. New emmus have continued 10 take mm-1tet share away from AT&T.
MCI and Sprint. The most recent FCC long distance muKets~ study (3Q97)
shows the :Bil J market share .u ll. percentage of total reve1Iues trending down ­
totaling only 77.69& in December 1996 versus 81.3% as of December 1995.

The Big 3's shore continued to
trerrd down in 1996. Tlble ..~ Lang Distance M.rkit Shatl

Based on IS Percel'l1l1ge of Tatll Lang bi5t.nce Revenue.

ATaT Mel FON TDIIIIllg3
1984 !Ie. t".4 4.5'':' 2.~, 97.3'1.
1985 eS.30.4 5.5% 2.6% 94.4%
1986 81.9% 7.6"/, 4.3% 93.B",.
1987 7ll.6% 6.8'% 5.EI'"A 93.2''-
1~8S 74.6"_ 10.3% 7'.2",0\, 92.1°.4
1989 fUJi'/e 12.1'. 8.4% ee.o",
1990 65,01.4 14.2% 9.7% 88.9%
1991 83.2% 15.2% U% BS.:r..
1992 60.8"4 16.7% 9.7% 87.2.%
UQ3 SIl.1% ~7.8% 10.0% tiS.Sf,.
1994- 55.2"'" 17.4% 10.1% 82.7%
1995 51.8% 19.7'% 9.8% 81.3%
1996 47.9% 20.0% g.7'~ T7.ee/."......
6oUllle: FCC L\1l9~MQIll;~ $l'laltl Flepol\ - 3097

WCOM Dther
2.B~k

5.6%
8':;0/"
5.5%
6.0",

C.2', .. 11.8'1'0
0,5"4 10.8%
0.5"10 11.3%
1.4"1. 11.6%
1.9·'" 12.3'fa
~.3"1. 14.0%
4.ge~ 13.8%
5.5% 17.0%

,.
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A.T& T's JIUIre continues to
trflncl do.....n.

f19Uft 1: Lang Diltlnce Market Shllre .
Based DII RevenUII or Long Distance carriers Only
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Tite lOllg disfQlIU markft share
shifT cominucd rhrough 4Q.

Souna: FCC Llltl; DilllllCit /oIllrnt 9lI~~ -OJ

w~ estimate sewnd lier company markel share piJU decrcned slightly in the later
half of 1997. Nevertheleu, abe long distance market &batt shift continued 1hrou~h

th~ fourth quarter - as evidenced by the dlspamy ofmE rltVLmUC growth staUliilics
betwun the Big 3 and second tier players (shown In. Tobie 5). The &\Ierare
~Ven\1e growth 1'll1.4 (or the Big 3 dropped from 7.29& in 1996 to 2.6% in 4Q97.
These $iIlgle digit figures for the Big 3 c~are with aVeFille 5econd tier company
compl)site grO\l,1h nles of over 20% in 1996 and 31% in 4Q. .

Table 5: U. S. Long Distance ~ennue GroMh trends (in $DOO'.)

YI't VIY yl't
'1998 1997 Growth 3CM 3ClII7 GrDwth as . 40gr Growth

AUT 45,241 46.174 0.0% 11.739 11.69~ -0."";" 11,15151 11,739 0.8%
Mel 16,'84 17.691 5.4"'- 4,274 4,410 3.2';(, 4,302. 4.644 6-6%
Sprinl --.t.m. WQ 7.s·"'~......uM B.1% 2.1&4 .!.m Wi

TOI8/ "B1g:1" Dlm m.115 2.1" $18,091' 11'.35' 1.4~ 118,11'1' Stun I.E':'
~
WOr'.dccm 5,2'3 6.952 33.4% ',333 1,782- 33.6% 1.4801 l.,Q~a 29.9%
Frontier 1.889 1,645 1Ul"~ "liS -424 -1U"" ai\I:lI 41:i 1.0%
LCI 1,216 1,390 '''.3'',1, 318 400 25.S% ~f 414 29.0'Ji,
ACC g9 120 21.0'''" 21. 31 47.5""- 25 S6 48.1%
RSl 86 195 127% 23 58 1~ 2a 67 13;",4
lXC 2Q.( .c21 106% 6' "2 64.0% 13 13E B6~'

EXCEl. 1.oe1 1.333 22..2% ~OO 2;4 -1.7% 358 467 30.5%
Tel-SI\II 305 232 3,.S% eo 80 3S.3',I" ~ 7e 21.9",{,
GTE 44 a12 NfJ 80 NM go NM
SNET ---1Q1 .lli ~--ii--JJ.. ~ !!§ 41 24.1'"
TotJllnd 71er rJD,2.f7 172,7(2 24,,", &2,541 t1,2!1B ZU" a,7!6 13,672 31.31)6

TotalLD • SI1,547 _.sst 4.5% 1tO,ot2 S21,1.cT 6oS% 120,913 122,267 6..5%
~~ reoons. WlImtl~KlirnIIes

Tire 111'0 p7'imury drivers oj
il1CJ'tasillg W competition:

As DCw,low eCIstlong dlslance capacity comes on line ovw the next 6-12 months
(e.g.,lhe~n. IXC and Williams~ llJ10ng Olbers) and the noes befin to
emu Ihe long di$1Jmca market as buycn oflure quantities of wholesale capacity, the
wllo1aalemtail spread is likely to 'Widen. attracting mcte competition - ull1t-ss retail
rateS drop significantly.
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PaCt of RBOC f!nlry wiJI dictate
rerail W pricing structure.

AT&T is at mort rlrkfrom
RBOC entry, as a result of lligh

txposure to mass markets.

We believe the pace ~t which the RBOCi are allowed to enter the lon~ distance
markEt ....ill dictate the mWprieinr strueture over the next fewy~ With filDwet

DOC tDtty, ..,.,e should: e;ee. moderate aa:elelll1ion in 10%11 dlstanee pricing
prelll1JJe (tU Figure 2. SC~1JlJrlo 1). However. wilh Quicker RBOC long distance
enlr)', we forecast retail~ will decline at a mOte rapid pace. thus causing a.
dramatic iuaease in pricing pmsure on the LD indllSti)' (see Fi,urt - $ctlnario 4).

Jt i5 important to note Ibe RBOCs are oxpected ro initial!)' target the m4$$ markets
(rIlSidcnccs and small businesses) for Ion, distance. As a result. lhe RBOCs ""'ill
aft'cc:l the long distance companies In varyin~ dEgrees bued on then- er.poSUre in
thae markets. For eumple,~ believe AT&T is .t most risk due tD its relatively
hiSb degree af exposure in dle IDUIII busmess and resi<.ientiaJ market:; while
WorldCcm.,.Qwcst, and Frontier hold a relatively stropS position due to a less. than
proportionate share in the 1C5idential market.

Figan 2: Long Dlltance WhaJesaielRetall Price .l'tJltnlge
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rabl. 6: LD Profit Margins
(Per Mil'lute)

Xe....' products should put
!rlrthtr pressure on long

distant:tr rQt~s.

D181·1 LD
AVenlge RI'lIl $0.14

Aece65 (SO.OS)
S~&A (S~.o3SJ
Nel\llo!t Ops ($[l.015)
DepredatIon (SO.01)
Net Ptoflt •SO.D30
Pl'DliUlllrgln 21.4%..

$0.100 ·28-6"
(lo.Cl5) o.~

($O'o11) -545%
($/loo5] -6&.7'S

(to.01) 0.0"
!Q.024 -20.,,,
24.0% ..1.2.5

We have seen a number ofnf.w, low rate long distanc~products offered by various
providers over the past few months wbich should put fimltr.r pm5'!:ure on pricing.
AT&T anno\ll'JceO. JWO new prodllCr4 11 itS analyst mellting in .Tanuary. One .
product virtnally mirmn. 1'el.Savt·s 9¢ ptr miDutt! offtr On AOL wherein the call
is a routin~ long distan~ wL with normal access chargts ll!sociatc:d with it
how~'Ver. sales, ordc.r cnuy, and billing 8rC all daM on-line, rhemby lowering
SG&:A, billin& and uncoUectAble expenses. Tb second product is Internel voice
service, offering phone-to-phone service which is comp2I'lI.bl~ to using a calling
card. 1be Internet voice product is III reaction to recent similar product
introductions by Qwest and :RSL .....hich offer domestie service at ?.5¢ per minute
;md international urvil:C at 30-40lt per minute, n'l:peCtive.ly. AT&T bas not yet
ann01Dl.CM an. mrm:nmon2l1 prodnet but WP. beli~ve tht mIl.Dut is net far behind.

We do 'Dot dispute th:!J thB!e n8W products offer advantages. yet \Jo'e believe the~ is
an inhttcnkisk ofcannibali:r.atian ofhigher rate Dial-l LD traffic- Addlrionally.
despite the SG&A cost savings, we believe that long distAnce prnfit per minute
(not necessarlly percentage margin) will be £queezed. As shown in Table 6, e....en
when .....e assume a 67% reduction in SG&.A and "etwork operation eJ:penses per
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The W Gap remained
relath·tlJ hi6h in 4Q.

m!Dw and JP,at'gin expansion of almo$t , percentag£ pcinbl, the new on-line
produet'll net profit per mimtte declines tD 2.4t venns 3¢ for traditional Dial·]
IODI dlstaDce. suviccs (Se~AT&T's 40. Review, OTl pag~ 1'1).
'Despjte numerous price jpCl'cucs and huge KTowth in c1atallnterDet tranSJTliuions
pri~ pressuros more 1Jtan doubled in 1997. As shown below ill Table 7 and :Figure
3. the ave:ap rate~ zninute declined by 8.0% in 4Q, wmpared to a 2.8% decline
in4Q96. Per 1997, th~ average rateperminute.fe116.5$ vusus 2.2Ch in 1996.
Ahbough 'the. decliDiDZ Gap trend btg&n lD flauen oot at lIle end of 1997. it
remaius ttlalively hieh wMn wmpared to histarica1lcvt1s - even before RBOC
Ion,; C!i.stArtC! enay. We anrib1:I~ the C\1frCnt lcveli of rate: per minute de<:linos to
two primary factors: (1) Mosl. data trllffir: is curled on wholesale-priced Internet
Pratocol (lP).private line networks, thus deeply discounted from typical retail
Tataj and (2) R.etal1 voice traffic rates contml1e to br; under pricing pressure as a.
rc.sult of inaeued com.pethioD.

Fi;ure S: LDng Distance BGIlP" Anllysis
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S
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Table 7! Long Distance Revenue!Va[ume (·Gap". Analysts

1995 1Q!S 2098 8Q88 4Q96 tetc 1Q17 2QIT 3OV7 4017 1191 1999E

to MI"Ule Growth
AnT U% 7.7'. 5:1% 5.1"1. 8.0% 8.0% 8.7% 8.or.. 10.1% 72% 8.4% 9.0%

MOl 16.2% 21.3% 14.&% U..(I% 8.~ 13.'7"l. 4.0% S.!l% &.2% 8.1% 6.4% e.s%
$llrinl 7.1%- 17.3% HI.O% 21.0-'" ~1.0% 19.so" 14.0% 15.0% 13.5% 12.0% 13.9% 11.3%

Fromklr 60.2% eu% 64,2% ~.7% ·10.7% 35.'1% ·24.7% ·77.D% ·21.S% 1.4"1. .1SI.j1'i1, 8.7%
Lei 47.8% 69."', 75.7% 'rlA S7.S% 61'.6% 38.1% 89.0'4 33.0% 30.0% S4.7% 35.0%

Woridcl::m 31.0"4 22-S% 2XU% 2U'JI, 46.8% a.a% 23.0". 23.0% 23.0% 23.0% 23.0"", 20.0'1.
Weigl'ltbd Average 11.3""' 12.9% 10.2% 1U% 1U'''' 11.0% 7.7"- &.8"11 111.1% ru,.. 11.2,'''' 1D.lI%

.
RlIVllnlJlI Growth
AT&T '.0"1. 6.6% 3.4% a.9% 3,9% 4.4°,," 0.8% 1.6% -0.4% ,2.3% -0.1% 1.8%

Mel 12.5% 14.1% 12.7% 11..4% to.O% 12.0% !.~" 4.7% 3.2% 5.!% S.4"1. s.2'l'i.
SprlM e.9'''' '4.~k 1S.9!1e 14.1% 12.3',(, 14.1'% 8.6% 7.8"10 8-1% 6..3% 7.8% 9.0%

Frtmlillr 4!.!i·1. S12% 47.'" 22.8% -7.1% ZT.~ .,U·... ·18.3% -1•.at" 1.1% ·12.9"1.. 3.5%
leI 48.9% 80.2% 86.4% 7z.G% 47.7"10 69.7'% 25.8% 25.~ 25.8''' 2a.""\' 25.S% 23.5%
Warit::tlm 111.3% 16.!% 17.2"1. 18:2'% 30.4"1. 20m. Zl:r... 21.7% 19.B'--' 18.6% 2.0.1% 19.0%
Weighted Average 7.2~~ 10.3% U% 8,8% 8.2% 8.8% 404% 4.0% U% '.$% 2.1% 4.0·....

~
AT&T -4.7"1. ·1.1"" ·1.7% ·1.2% ·2.1% ·1.6% ~.1% -8.2'% ·1D..5·" .g.5% -8.6% .7..2%
Mel ·3.7"'k ·7.2% -1.8% 0.4% 2.0% ·1.7% 4,2% -U% ·3,0% -4.2% ~.A'% -1.5%
Sprir'l1 .0.2".. ·a,1'i1t -3.1" -e.9tJ. ..e.st,:, -5.5'% '5.5% -7.2% -5.4% '5.7% .6.0% -2.2%
Frontier ·13.7"1. -23,4% ·17.1% ·7.1% 3!% -0.1% 7.2% U% 7.2% ~.3'h. 6.3,.. ·3.2%
Lei 1.0% '0.6% 10.7% 1.4~.4 -e.7t1o 1.9% ·12.4% ·13.3,., ,7.2% -O.et.4 ·9.1% ·11.E%
Warili::cm '111.6% '3.7% 3.5% 4.7% -e.~% 4.;% 0.00... '1.3% -3.2% -6.~% .2.9% ••C,C%

Welgh1ea AVlralle -4.1% -2.~% ·1.7'ro ·1".-, ~.I'" -'.2"1' -3.8'4 oU% ·7.8% -8.0% -6.5% ·6.0%

'~'lepIl:5en1a Ihe diflerenc:e~In IMUII m1nUlt 1IJ'llWlh R ImlIlIWlCllI;m1h
A.ne~ Sill impIieJ "Vlrlgl nIl'llIr mJnuIlls cfl!Clring It1hI1nd1c1f1c111l11U1II nIlI.
WCOIt,(~nue f ;urw. rlprlllnllltil'lll.tt<lawl\el'letl LO l'IYIllUtI.r 1;SS,
WCO~ 19S7 MOU ;t":7M."I1s Mlrtill L)TlCt, 1ItIm.1e an:1 ngnnall1lld Ior"QljG mlgrdon o'! Emllr10ffic and 1095 WlIlIlIcqulsf1ion.
S~rc:e; Co:nplrr/ reports, Mel'l\ll Lyr.ch eS1imllI!l.

LD companies rode. the
C012S0Iidalion wave into 1998.

LD entry into local markets is
still at a stand stIlL

Despite the negaLive pricing trench mentioned above, we expect ''Gap'' to
maraiWly improve dl1ring the next yea: ail \be yea:-over-year comparisons get
wler. We caudaD that this Should not be interpreted to mean price competition i!
easma in lona d1sUu:lct:. On the con!larY,1li highlighted cll1'Iier, we expect even
more c:ompel1t1ve inroads by neW entrBnu offering new products, incJudin8 the
DOCs evenmslly, which should continue to drive LD priCCi downward.

COD$olidation contilJued to make headlines with the competing Worldcom and
G'IE bids forMa, WorldCom'ii purchase of Brooks Fiber, Lei's acqui!!ition of
US Lan, Disranee. Te.Jeport'$ planned acquisition ofACe and. subsequently,
AT&T'$ bid lor Teleport. In addition, Fronaer has made a play to offer .an am.y
of data producWiel'Vke$ throuJh its planned acquisition of GlobalCenteT- We
expect the coasolidation .....'Bve wi1l continue in 1998. In addition. once the
WotldComJMCI deal is closed. Briliib Telecom.is free and financially capable lO

esmblish new partnerSbipi with ether companiell in the U.S. WP. believe aT will
look to piece together .. vertically integrated local, long distance, voice and dala
company in the U.S. and misht look 10 compania .uch as the RBOCs, LD
companies (i.~1 Sprint. LeI, Frontler, and Qwest) end/or me cues (i.e-.leG.
Intermedia. ~cligent, USN).

Local e.ntry by the lana distanc.e companies ccmtiDues to take shape at 8. much
slowlll' pace than many bad orl.llnaUy c:xpecttd - as evidenced by Mer's third
quancr annOUDCtmlenl bighllgh1ing the dimculuu. dlElays and CClits it ii
experiencing in its efforts 10 emer the lo~ mmbt via Mel Metro and AT&T' II

and MCI's pullout from tM total service resale (TSR.) market in the founh quarter.
Sprint has yet to roll-out its lQ1;:~ offerings on a brOlId ~e. and' even smaller Ion,
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.~1&T IIos fiJroll.v startt!D ro
10CI/5 on llu local mQrhr 14-izl,

the Qcqliisilioll of Tcl~port,

cSis~c&companies like LeI md ACe are rolling out much slower than they had
originally hoped.

The acquisition ofTeleport finally launched AT&T into Ihe local market. although
even with tho CLP.C's vast local assets AT&Ts nationa11oca1 e~pO$ure is stCl
limiw. AT&T says Telepon'i assets VJ11l address only 28'10 (or $21 blllion) of
the S7S billion local market (excludinl approxi:rJWely S2S billion of access
re"tJ1ues). 1btls lAving the remainil1g SS4 bUlion to be addressed by resale aDd
1mbundling mateJies. wbich thus far have proved to be unc.conomic lUId1oJ'
c.xtrem.e1J c:omp1el.phY5j~ly and legally. Io edditiOD. AT&T's acCCHS savings
and l'e"leoue syDusles from the. TeO &eql1isitlon imply le$$ than 1% per yeu
mcremcntallocaJ shn I~in than would ha~ occurred without such a merger (See
ApplruJix5: ~mplica,lons cdAT&T's Acqtdsirion ()f_T~lfPCrr).

Tab...: IXC Penttratlon of Loca\ Market

1897£ 1899£

1.896
2.538

212
.tl1J

16.72S

1.08%
1.45%
o.,~

ill%
4.,'"

$101,015
%01 Local

Marktt
1.152
1.552

154
1m
$4!~

RevenueRe'itnue
AT&1(1! 633
uc~ 3045
Sprint 150
Wor!dCom 131 J...2Q§
Tatal 12.144

{II FIgia: plQ (ollllI1olT,rlP:r1I111fIll1T
(21 UClll;ufII,,. bItarIllIIlglr wi1h WCDM WId ere.A~ 16 be scaled bKk•• rll\M 01II'1II mIIIpIT.
[3l FllP1II pro tonnI ~ar MF$ and eraGb Pilcf ftleIVel$.
&ou1U:~ J'IPOIII. M.rrill LyncJl nIIrnales.

SGd:A a., 0 pcrCl'ntagc oj
rHt !I II ,·s dlt~lr'l.af /01' all tile

C(lmJlalli(.~ {liCIt we ....·c'rc able to
IIlC'tlSll re,

up,,-a:iJlp margin trrnds
weI'£, mi~-('d.

Fourth Quarter LO Operating Results

On an amnlll1 comparison, SOM as a puc&mt afrcvcnucil declined for all of me
companies we wtre able to measure - AT&.T. Met, Sprint and LCI, AT&T kept
up ill improving trend as the company hu committed itself to decmising its
SG&:A mar&J,ns 10 229l- of core ]0111 th$W1CC revenues by the. end of 1999.
AT&.T'$ SG&A 8$ 8 percenule of revenues declined by 110 basis points venus
:3Q. A5 a result ofMCIts aagre5siVf" ::"..!I'Pting~gn 10 win-back shatc d\1ring
the fori quarter (e.,;" its Sq' Sunda.ys campaign and new airline frequent tJll.veler
award partnerships). SO&.A as a percentaglt ofrevenues rose 12.0 basi, points
sequentially, Sptint's SG&A spending as a pet"Ccntage of revenue. tell 70 basis
poinls sequentially in 4Q as the. company continues to ride the wave atSUCt:ess
~urroundin8 tbe Sprint Sen$1! pd Priday's Free, 4 has been able to limit its
adven1siDi and promotional ~nding. LCl continued fOCUll cn efficient)' gains
Tesuhe4 In a annual 40 brns point dcacase in its SGItA margins,

Opa'atintt marginll fen for som.e eompanles wbile they rose for others in th~ founh
q1W1.Cor. A"T&.T and Sprint. showed slight improvements seguen'tlaJly as result of
both SaltA and aCI;e$s $pending improvemenrs. AT&T's operatin~ margin roSt':
230 buill painti Over 3Q whOc Sprint's margin rose 90 basis points over 3Q's
margin. On1he other- band. MO. FrQl\tJer and LeI saw dccli~ingoperating
~arltns.. SequendaUy. Frontier's operating margins feU 30 basis points and LeI's
margins deolined 70 basir. poinu due to increased network costs while awaiting to
shift. traffic to Qwcst and !XC fibers, respectively.
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Table 9: Access. Expense, SG&A ExJ)enae lind Operating Inc:ome
(n a'.anftg' tlfR.....l'Ju..)

Improwemlnl
COmpany as 19H 3097 4Q97 1997 1t98E AnnulI Seq'
A=-II ..... "OfR.n:
AT&T 36.3% S!l.3% 33.11% 33.11% 35.3% 3!.!'''' oZ.!% -0. r%

MOl "'9.6'"'" 60.1% 63-9"" 54.4% 52.6% !i2.8% 4.11" 0.5%

6prtnt "S.e% 44.1% 42.6% 42.1" 44.0% 43.5% ~3.S% -il.s"
Let 63.0% 64.0% 64.0% GS..S-. 64.5% 62.?-'" . 2.4" 1.5%

WCOM 51.2% 5521 NA NA NA NA ItA NA

$Gu •••"q,~
AT&T 32.1" 32.0% 9.1.1'•. 32.0% 32.5% 28.5% ·lt1~ -1.1%

MOl 26.4% 26.2" 23.20k 24.4% 24.1'" 24.fl% ·2.0'" 1.2%
Sprint 25.3% 23.7'Jf. 22.2% 2t.5% 21.9% 21.4% ·3.1% -0.7%
LeI 24.8% 25.1% 24.5% 24.4% 24.4',(. 24.9% -0.4% {}.l%

WCOM 16.3% 17.8% NA Nil. NA NA N~ NA

l.D apw.tJng Ifar;In:
AUT 14.8% 17.3% 13.7% 15.11',4 1~.7% 16.9% 1.1% 2..'3%
Mel 14.50/1 14.8% 12.2% 10.4% 1a.1% 11.~ -4.0" ·1.7"}"
SprInt 11.8% 1U% -12.8% 13.7". 12.2% 13.3% 1.8% 0.9%
FRO 8.4% 1U% 3.3% 3.0% 3.5% a.rt. ..5,4~ -o.3~

LCI 11.8% 11.2% 11.6'" 1'.2% 11.6% 12.6% -0.7% .(J.4%
WCCW 20..0% 20.0% NA NA NA NA NA NA

Acl:Ia Is pen:n aI LD TIVIllU_, FllI' UClw Sprinl SG&A 3Mc~~ng mar~ are IOf Ilm9lhlance \I'i only.
ATIT Inc! !;Prim ICCIU ~gulU:lrA aCCMl ol'lly, p oilers induda WIle nelwQlk com.
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Fourth Quarter Earnings Were $0.81 Per Share
Full-year 1997 Earnings Were $2.74 Per Share

FOURTH QUARTER AND 1997 SUMMARY

• Earnings from continuing operations were $0.81 per share, up
5.20/0 from $0.77 per share in the fourth quarter of 1996. Earnings
for the full year were $2.74, down 20.6% from $3.45 in 1996.

• Earnings from the core business - long distance and cellular
services - were about $1.05 per share, an increase of about 13%
from $0.93 in the fourth quarter of 1996. The increase reflects
AT&T's efforts to achieve a competitive cost structure, including the
elimination of over $1 billion from AT&T's annualized fourth quarter
cost run rate (excluding certain transitory expenses such as costs
for the year 2000 project). For the year, the core business earned
$3.69, down 8.7% from $4.04 in 1996.

• Investment in initiatives - local service, international markets,
AT&T WorldNet and other online services, new wireless markets,
and AT&T Solutions reduced earnings by $0.24 per share,
compared to $0.16 per share a year ago. For the year, initiatives
reduced earnings by $0.95, compared to $0.59 in 1996.

• Revenue decreased 0.3% in the quarter as a result of a 2.3%
decrease in long-distance revenue. Lower revenue from consumer
long-distance markets, related largely to the flow-through of access
reductions to customers, resulted in the decline. Total revenue
increased 1.5% for the full year, while long-distance revenue was
essentially flat compared to 1996.

• Long-distance calling volume increased 7.2% in the fourth
quarter and 8.7% for the year led by strong demand for toll-free and
outbound service for business customers.

--------_..
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4TH QUARTER & 1997 AT A GLANCE

Page 2 of20

Growth Compared To:
Revenue 4Q96 3Q97 1996

Total (0.3)0/0 (1.4)0/0 1.5%

Long-distance Services (2.3)% (2.6)0/0 (0.1)0/0
Business LD Services 3.0% (1.4)0/0 2.9%
Consumer LD Services (6.8)0/0 (3.8)% (2.8)%

Wireless Services 4.20/0 2.90/0 10.3%

Other Key Data
Long-distance Volume 7.20/0 (0.5)% 8.70/0
SG&A Expense (2.5)% (6.0)0/0 0.70/0

AT&T 1997 CONTINUING OPERATIONS HIGHLIGHTS
Total Revenue: $51.3 Billion
Total Net Income: $4.6 Billion
EBITDA: $11.3 Billion
Total Capital Expenditures: $7.2 Billion
C~sh ~eneratedor Expected from $6.7 Billion
Divestiture Program:
At December 31, 1997I Value of
$1,000 Invested in AT&T Stock on $1,537
December 31, 1996:

EARNINGS RECAP
IEPSfrom: 1997 4Q97 3Q97 2Q97 1Q97 1996 4Q96 3Q96 2Q96 lQ96
Core Business $3.69 $1.05 $0.92 $0.80 $0.92 $4.04 $0.93 $1.02 $1.09 $1.00
Initiatives (0.95) (0.24) (0.23) (0.23) (0.25) (0.59) (0.16) (0.17) (0.16) (0.10)
Continuing

2.74 0.81 0.69 0.57 0.67 3.45 0.77 0.85 0.93 0.90
Operations
Discontinued

0.06 0.02 0.02 0.02 0.11 0.13 0.04 (0.01) (0.05)
Operations --

Gain on Sale of
Discontinued 0.04 -- 0.04 -- -- 0.10 0.10 -- -- --
Operations
Consolidated

$2.84 $0.81 $0.75 $0.59 $0.69 $3.66 $1.00 $0.89 $0.92 $0.85
lAT&T

httn·//urUT\AJ ~tt ~()m/;r/c()mmentarv/974o-cmnt.html 6/3/98
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In December, AT&T reached an agreement to sell AT&T Universal Card
Services (UCS). Accordingly, the results of UCS have been removed
from AT&T's consolidated financial statements and are accounted for as
discontinued operations. Financial results for 1997 and 1996 have been
restated to reflect this change. Appendix C shows restated 1997
quarterly data and 1996 fourth quarter and annual data.

Note: All earnings-per-share figures in this document are presented on a
diluted basis.

Income Statement Discussion

REVENUE

Business long-distance services revenue was $5.543 billion in the
fourth quarter, up 3.0% from 4096 driven primarily by data services
revenue growth in the mid-teens. For the full year, total business
long-distance revenue grew 2.9%, with double-digit growth in data
revenue. Throughout the year, demand for emerging data services such
as frame relay led the growth in data services revenue, while growth in
private line data services also contributed significantly. Revenue from
frame relay services grew well in excess of 100% in 1997. Excluding the
impacts of businesses that AT&T sold in 1997, namely AT&T Skynet
and AT&T Tridom, total business long-distance revenue grew 4.0% in
4097 and 3.5% for the year.

As expected, the rate of growth in business calling volume declined
slightly from previous quarters, though continuing to grow at a
double-digit rate with gains in both inbound and outbound calling. For the
year, business volume increased at a rate in the mid-teens. The lower
rate of growth in the quarter was related primarily to strong volume in the
fourth quarter of 1996, when a spurt of contract renegotiations began
due in part to uncertainty surrounding detariffing. Contract activity and
the corresponding pressure on prices continued throughout 1997,
leading to strong volume growth and a substantial gap between volume
and revenue growth. Reductions in access charges led to further price
decreases-and a wider gap-as savings were passed to customers, often
in advance of AT&T's realization of lower rates. The gap, which has also
been caused by growth in lower-priced intra-LATA services and
migration of customers from switched to nodal services, narrowed in the
fourth quarter. The anniversary of the increase in contract activity, the
impact of certain price increases implemented in the fourth quarter, and

http://www.att.com/ir/commentary/974q-cmnt.html 6/3/98



AT&T Earnings Commentary: Expanded Year-end E... Page 4 of 20

increases in data revenue growth caused the gap to shrink.

International business calling volume grew at a double-digit rate for the
quarter as well as for the entire year, driven by strong demand for both
outbound and inbound international calling.

Compared to the third quarter, business services revenue declined
1.40/0, on a low-single-digit decrease in volume. This performance is
consistent with seasonal patterns related to the occurrence of fewer
business days in the fourth quarter.

Consumer long-distance services revenue was $5.845 billion in the
fourth quarter, down 6.8% compared to 4096. Revenue was impacted
by a number of factors in the fourth quarter. In the second half of the
year, AT&T stopped targeting unprofitable customers, and in the fourth
quarter accelerated the migration of high-usage customers to more
favorable optional calling plans. These efforts are part of AT&T's plan to
target and retain the most profitable residential customers. AT&T was
able to put customers on more favorable rate plans, as well as lower
basic rates, as a result of lower access costs. Other factors affecting
revenue in the fourth quarter and throughout 1997 included the
continued competition in residential long-distance markets, as well as
the use of free minutes (which have a contra-revenue effect) as a
customer incentive. For the full year, consumer long-distance revenue
declined 2.8%

, or about 0.8% adjusted for the impacts of free minutes
and access reform.

Note To Readers
iro assist investors in understanding the performance of AT&T's
~stablished businesses, as distinct from the dilutive impacts of
investments in new business areas, this document presents certain
information in terms of "core" businesses and "initiatives". Earnings per
Ishare, EBIT, EBITDA, capital expenditures, and assets related to
initiatives are provided separately. Revenue for initiatives is included in
~he "Local and Other Initiatives" and "Wireless Services" revenue lines,
as appropriate.

Core businesses include: business and consumer long distance services
(inter- and intra-LATA toll, network management, data services,
messaging, and other network-enabled services and related product
sales); wireless voice services in existing 850 MHz markets;
air-to-ground services; and wireless product sales. Initiatives include:
local service; wireless service in new 1.9 GHz markets; wireless data

httn·//UlWW ~tt r.om/lr/r.ommentarv/97411-r.mnt html 6/3/98
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ervice; online services such as AT&T WoridNet and Website Services;
he AT&T Solutions outsourcing, consulting, and systems integration
business; and international expansion ..

II financial data presented on a "core" and "initiatives" basis should be
onsidered approximate. Data on initiatives include costs and expenses
n an incremental basis, and require certain estimates and allocations
hat management believes provide a reasonable basis on which to
present such information. Also, the revenue, EBIT, and EBITDA
mounts include the impact of sales between revenue categories; such

revenues are eliminated in the "Other and Eliminations" line.

Iso, note that this document contains certain forward-looking
tatements which rely on a number of assumptions concerning future
vents, and are subject to a number of uncertainties and other factors
hat could cause actual results to differ materially from such statements.
Readers are directed to AT&T's filings with the SEC for more information
related thereto. AT&T disclaims any intention or obligation to update or
revise an forward-Iookin statements.

LONG-DISTANCE SERVICES - 1997 RECAP
Year-aver-year Growth in: FY 1997 4Q 19973Q 1997 2Q 1997 lQ 1997
Calling Volume 8.7% 7.2% 10.10/0 9.7%) 6.70/0
Total Long-distance Revenue (0.1)% (2.3)% (0.4)% 1.5% 0.60/0
Business Long-distance Revenue 2.90/0 3.0% 1.90/0 4.1% 2.4%
Consumer Long-distance

(2.8)% (6.8)0/0 (2.4)0/0 (0.8)0/0 (1.0)%
Revenue

Consumer long-distance calling volume increased at a low-single-digit
rate in the fourth quarter. AT&T's efforts to target high-value customers,
along with the effects of competition, caused volume growth to slow
relative to the previous quarter.

International calling volume in consumer markets declined slightly
compared to the fourth quarter of 1996. The decrease was driven by the
expiration of certain international promotions, which had helped produce
double-digit volume growth rates in late 1996 and the first half of 1997.

Compared to the third quarter, consumer long distance revenue
decreased 3.8% on a slight increase in calling volume, primarily due to
the slowdown in international growth as well as changes related to the
targeting of high-value customers.

http://www.att.com/ir/commentary/974q-cmnt.html 6/3/98
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Wireless services revenue, which includes wireless product sales,
increased 4.20/0 from 4Q96 to $1.129 billion. For the full year, wireless
revenue grew 10.3%. The wireless subscriber base in consolidated
markets was 6.019 million at December 31, 1997, an increase of 15.7%
over the prior year. These numbers include revenue and subscribers
from AT&T's 1.9 GHz markets, nine of which were activated in 1997,
including six in the fourth quarter. As of December 31, AT&T had fewer
than 100,000 subscribers in these new markets. Throughout 1997,
wireless revenue and subscriber growth rates were reduced by 2-3%
due to the impact of the disposal of several wireless properties in
December 1996.

During the quarter, about 234,000 net wireless subscribers were added
to AT&T's consolidated base. This figure represents a decline of 44%
compared to the fourth quarter of 1996. The reduction in net subscriber
additions, as well as the downward trend in revenue growth evident in
the table below, primarily reflects the intense competition in the wireless
industry. Competition has been particularly intense in the southwestern
and western areas of the United States, where the introductory offers of
new market entrants have been met with equally competitive offers from
incumbent cellular competitors. The decline also reflects the fact that
while new PCS systems have been activated in many of AT&T's cellular
markets, AT&T is just beginning to enter new markets using its own 1.9
GHz licenses. Also, AT&T has now focused its efforts on targeting
high-value wireless customers and reducing sales of low-end offers in
order to improve profitability. Nevertheless, despite the cumulative
negative effects of these factors on revenue growth, wireless services
revenue in core cellular markets grew 12.1 % for the year on an adjusted
basis-in line with the industry rate for traditional cellular markets.

99 RsAT&TW' I

DIgItal Subscnbers X> of

Ire ess ervlces -1 7 ecap*
4Q97 3Q97 2Q97 lQ97 FY97

Total Revenue Growth 4.2°,10 10.4% 13.9% 13.9% 10.30/0
Approx. Net Customer

234 188 273 251 946
Adds (000)

End-of-period Data
Dec. 31, Sept. 30, June 30, March Dec. 31,

'97 '97 '97 31, '97 '96
Consolidated Subscribers

6,019 5,769 5,596 5,325 5,204
(000)
Total Subscribers (000) ** 8,188 7,828 7,638 7,316 7,138
..

0-
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Digital Subscribers - % 0 280/0 24% 21.0% 19.40/0 17.4%

Consolidated
~essaging Subscribers 1,300 1,268 1,231 1,185 1,150
(000)

AT&T Earnings Commentary: Expanded Year-end E...

f

... Data includes 1.9 GHz markets; growth rates not adjusted for impact of disposal of
several wireless properties in 1996.
- Equals consolidated subscribers plus subscribers in markets where AT&T shares
a controlling interest, such as Los Angeles, San Francisco. and Houston.

Local and other initiatives revenue increased 42.6% to $683 million in
the fourth quarter, led by growth in revenue from international markets,
outsourcing revenue from AT&T Solutions, and revenue from AT&T
WorldNet and local services.

Other and eliminations decreased revenue by $372 million in the fourth
quarter. This category reflects the elimination of revenues for services
sold between revenue categories (e.g., sales of business long distance
services to other AT&T units).

EXPENSES

Access and other interconnection expenses declined 8.9% compared
to 4096 in spite of growth in calling volume. The decline is primarily
attributable to the FCC-mandated reduction in access rates, which took
effect July 1, 1997. These saVings to AT&T have been passed to
customers through reduced price levels in both business and consumer
markets. The decrease was also driven by other declines in interstate
and intrastate tariffs and in international settlement rates. Access and
other interconnection expenses were 33.80/0 of long-distance services
revenue this quarter, compared to 36.3% in 4096 and 33.9% in the third
quarter. For the year, access expense was down 0.20/0, and amounted to
35.30/0 of long-distance revenue for the full years 1997 and 1996.

Network and other communications services expenses decreased
1.1 % compared to 4096. A lower provision for uncollectibles accounted
for the decline. Partially offsetting this reduction were expenses related
to new initiatives, especially local service and AT&T Solutions, as well as
expenses for compensation of payphone operators. Payphone
compensation expenses were lower in the fourth quarter than in previous
quarters due to the reduction of the compensation rate to $0.284 per call
from $0.35. This reduction resulted in the reversal of expenses accrued
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in the first three quarters of 1997. For the year, network and other
communications services expenses were up 17.6% due primarily to
spending on initiatives and payphone compensation expenses, as well
as the purchase of equipment at retail prices from Lucent Technologies.

Depreciation and amortization expenses increased 46.70/0 from 4096,
driven by increased capital investments, which includes the impact of
purchasing equipment at retail from Lucent. Capital investments in 1997
were directed largely at the deployment of ATM and SONET technology
in AT&T's long-distance network, and at AT&T's wireless network and
local services initiative.

Selling, general and administrative expenses decreased 2.5% from
4Q96, and 6.0% from the third quarter. For the year, SG&A was up
0.7%. The decline in the fourth quarter is reflective of the AT&T
management team's focus on ensuring that AT&T attains a competitive
cost structure. While investment in initiatives and transitory spending
such as the year-2000 project put upward pressure on spending, AT&T
achieved significant reductions in core spending levels. Lower
advertising expense across the company, as well as lower customer
acquisition costs in consumer markets, driven largely by a reduction in
the use of checks to acquire customers, are key examples. Lower
marketing and sales expenses in business markets also contributed to
the decrease. Retention and acquisition costs in wireless markets were
essentially flat in spite of the investment in the migration of customers to
digital service; these costs were offset by lower customer adds and
reduced average acquisition costs. Cost per gross add in core (850
MHz) wireless markets was down 5.4% in the fourth quarter.

SG&A EXPENSE AS A PERCENTAGE OF TOTAL REVENUE
FY 1997 4Q 1997 3Q 1997 2Q 1997 lQ 1997 1996 4Q96 3Q96 2Q96 lQ96

29.0% 28.40/0 29.80/0 29.6% 28.3% 29.3% 29.00/0 30.50/0 30.40/0 27.1 0/0

Other Income Statement Items

Other income - net decreased $35 million from the fourth quarter of
1996, primarily due to non-recurring 1996 events such as a gain on the
exchange of wireless properties. For the year, other income increased
$26 million due primarily to a gain of approximately $100 million on the
sale of AT&T Skynet as well as various other insignificant items. While
announced in 1997, the sales of AT&T Solutions Customer Care, LIN
Television Corporation, and WOOD-TV are expected to close in 1998.
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Interest expense decreased $4 million from the year-ago quarter due to
a lower average interest rate partially offset by a higher level of average
debt. For the year, interest expense decreased $152 million due
primarily to a lower level of average debt and a higher percentage of
capitalized interest.

Provision for income taxes increased $24 million, or 3.3%, compared
to 4Q96 due to higher income. The effective tax rate of 36.0% was down
from 36.7% in the year-ago quarter. For the year, provision for income
taxes was down $516 million, or 15.9%, due to lower income. The
effective tax rate for the full year was 37.8%, compared to 36.7% in 1996.

Income from discontinued operations net of taxes was $11 million in
4Q97 and $100 million in 1997. The fourth quarter income relates to
AT&T Universal Card Services, while the full year also includes income
from AT&T's submarine systems business, which was sold in July.

See Appendix A for complete fourth quarter and full-year income statements.

Graph: AT&T Two-year EBITDA Trend ($B)
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Core Inits Total

1996 10,1>90 (1,537) 9,153
1997 9,900 ,516 7,3$4

3,000 ~,73S 2,792 2,724 2,736
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AT&T Operating Units -1997 in Review

Business Markets Division

AT&T's Business Markets Division (BMD) turned in strong 1997 results,
in spite of competitive conditions and other factors that put constant
pressure on prices for voice services. BMD generated $22.2 billion in
core long-distance revenue in 1997, an increase of 3.5% over 1996
adjusting for the impacts of businesses that AT&T sold in 1997 (AT&T
Tridom and AT&T Skynet). Calling volume grew at a double-digit rate
each quarter in 1997 led by strong demand for both inbound and
outbound calling. The booming data business, led by growth in frame
relay service, showed double-digit revenue growth each quarter
including adjusted growth of over 20% in the fourth quarter. BMD took
actions in 1997 to bring its cost structure in line with competitive
benchmarks, and also made important moves to strengthen its position
in Internet-related services and local service for businesses.

BMD's adjusted annual long-distance revenue growth of 3.5% fell just
short of the 4-6% range that management targeted for the year. The
substantial gap between volume and revenue growth in voice services
was the primary reason for the shortfall. Pricing on voice contracts was
under pressure throughout the year, particularly in the first half. This
trend had begun in the fourth quarter of 1996, when uncertainty
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surrounding the possibility of detariffing encouraged many customers to
reopen their contracts. As contracts were renegotiated, prices were
forced down by competition and by the flow-through of savings to AT&T
from access reform. In many cases, access savings were passed along
to customers in advance of AT&T's realization of any savings.
Competition notwithstanding, BMD held its market position with major
contract wins. American Express, Prudential, the State of Florida,
American Home Products, CVS, and others signed on with AT&T in
1997.

By the fourth quarter the pricing environment showed signs of stabilizing.
BMD increased prices on certain voice and data services, and the gap
narrowed as BMD's revenue growth rate increased over the previous
quarter. Data services revenue leaped to a 20%+ adjusted growth rate in
the fourth quarter. The key driver of that growth was frame relay service,
which grew at a triple-digit rate for the year.

In addition to a strong volume and data revenue growth, BMD made
progress in 1997 toward a best-in-class cost structure. The streamlining
of marketing and customer care organizations, as well as reductions in
advertising and promotions, contributed to an improvement in BMD's
SG&A levels. Not only did SG&A as a percent of revenue decrease
year-over-year, but so did the actual level of SG&A expenditure.
Improvement of the cost structure remains as a key issue in 1998.

Also an area of focus in 1998 will be the continuing development of
AT&T's position in Internet-related services for businesses. AT&T made
important progress in this area in 1997, activating its own carrier-grade
Internet Protocol network facilities. This high-quality network is the
foundation for business services like AT&T WorldNet MIS and BMD's
hosting business for high-volume business web sites.

Local service is a key part of AT&T's plan to be the end-to-end
telecommunications services provider for businesses. In 1997, BMD
introduced AT&T Digital Link (ADL) local service for medium- to
large-sized businesses. At the end of the year, ADL was available in 49
states for outbound local calling. Inbound capability, however, was and
remains delayed by the lack of local number portability. In January,
AT&T made an aggressive move to expand its reach into the market for
business local service and dedicated access by reaching an agreement
to merge with TCG. rCG brings to AT&T a valuable collection of local
exchange assets in 66 markets, with over 5,000 buildings on its network
and a total of 13,500 buildings passed. The merger is expected to close
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in the second half of 1998.

Consumer Markets Division

1997 was a solid year for the Consumer Market Division (CMD) despite
intense competition in the industry. CMD changed its approach to the
market, becoming a market-facing organization focused on value and
simplicity for customers. For the year, CMD grew long distance volume
and increased profit from its core business, and second-half core profit
increased more than 20% compared to the first half.

Stabilizing market conditions-reducing churn and using marketing
techniques to encourage customer loyalty-was CMD's top priority for the
first half of 1997. CMD removed 1.8 million spinners from its acquisition
targeting programs, and reduced its reliance on checks to win
customers. More than 60% of CMD's customer acquisitions came from
checks in 1996. This level came down throughout 1997, falling below
20% in the fourth quarter and getting CMD to one of its key goals for the
year. Free minutes began to replace checks as a customer incentive. As
spinners and checks declined, CMD moved its focus to customer
retention. Over 35 million CMD customers received offers designed to
increase their loyalty to AT&T. These offers included the One Rate Plus
calling plan for high-value customers, Basic Telephony bundles, and
Value Bundles such as the Family Communications bundle.

To improve its offers, CMD rolled out additional flat-rate plans and
simplified its variable-rate plans to reduce customer confusion over price
and value. Mileage bands were eliminated, and time-of-day rate
elements were reduced from eleven to three. AT&T rolled out five new,
innovative services in 1997: nationwide directory assistance ("00"
information), local messaging in Texas, Call Organizer, Sound Scan,
and True Voice Plus.

As CMD changed the focus of its marketing efforts, it also worked to
increase the effectiveness of its customer touches. CMD consolidated its
direct mail and telemarketing, and realigned itself from an organization
managed on a prOduct-line basis to one managed by customer
segments. Looking at usage levels and communications habits, CMD
divided its customer base into the following segments:

• Growth (High Communicators)
• Developing (Low Communicators)
• Global (Contacts around the World)
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• Military (Need to Contact Home and Friends)
• College (Connect with Home, Friends, Information)

Segment managers became responsible for customer relationships, not
products, and messages could be consolidated into fewer touches. A
single telemarketing call could be used to sell multiple services. The
myriad of 800 numbers customers could call to order different services
from CMD decreased by more than 600/0. And most importantly, offers
could be targeted at customers based on their specific needs and
spending habits. In 1997 CMD introduced eleven different "value
bundles," or multiple-service, single-bill offers designed and targeted for
specific customer segments. AT&T sold 188,000 of these value bundles
in 1997, plus 3.5 million "basic" bundles such as combinations of
long-distance and wireless on a single bill.

The database mining efforts used in the segmentation process during
the first half of the year had revealed that CMD's customer base included
millions of unprofitable customers. Beginning in the second half of the
year, AT&T began to remove unprofitable customers from its targeted
acquisition programs. Minute count replaced customer head count as a
key measure in CMD's business.

The elimination of unprofitable customers from targeting programs saved
over $100 million in marketing and advertising costs in the second half of
the year. At the same time, marketing to the high-value segments
intensified. Customers with high usage were proactively moved to the
most favorable rate plan, and selling of bundled offers accelerated. The
plan was to support highly profitable customers with good rates-which
further stimulate usage-and packages of services that change the way
they communicate. Those two factors have significant impacts on
customer loyalty.

The decision to pursue a high-value strategy had certain planned
negative short-term effects on CMD's customer base and revenue.
Customer headcount acquisition decreased, and volume growth slowed.
At the same time, access reductions were passed to customers. These
changes had the cumulative effect of actually causing negative revenue
growth. However, CMD made the pivot to a high-value strategy in order
to improve profitability, and early trends indicate that the move is having
the desired effect. The average bill size in minutes of customers joining
AT&T increased by about 25% in 1997 compared to 1996, while the
customers leaving tended to be of lower value. And as mentioned
above, second-half core profits increased significantly.
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While CMD made a lot of progress in 1997, much remains to be done in
dealing with unprofitable customers, refining the segmentation of the
base, and developing the right offers for each segment. Local service, a
key element of any bundled offer, remains a question mark. The
regulatory environment continues to prohibit CMD from offering local
service broadly in an economically advantageous way. However, AT&T
is exploring alternative methods of local entry, and is ready with the
billing, customer care, and marketing capabilities needed to deliver
service to customers.

AT&T WIRELESS SERVICES

Despite very competitive market conditions, AT&T Wireless Services
(AWS) turned in strong results in 1997 and is well positioned to continue
to lead the industry and help AT&T achieve its goal of enabling
communications over any distance, in all forms, to any place. AT&T
Wireless focused its efforts in 1997 in three strategic areas: profitability,
growth, and integration with AT&T. Adjusting for a gain on the sale of
certain properties in 1996, profits (EBIT) from AWS's core business
increased approximately 24% in 1997. AWS earned about $700 million
in EBIT from its core business in 1997, and over $1.5 billion in EBITDA.
Adjusted revenue from cellular services grew 12.1 %--in line with the
industry rate for traditional cellular markets. Wireless achieved these
results in spite of the entry of multiple new competitors in many of its key
markets, who pressured revenue and subscriber growth across the
industry. AWS also improved its profitability while aggressively migrating
analog customers to digital service. Over time, the economic advantages
of digital technology, and in particular AT&1's TDMA technology, will add
to AWS's profitability. (However, investment is required today in order to
realize this benefit in the future.) At the end of 1997, AWS had 2.1
million digital subscribers (including partnership markets), many more
than any other cellular or PCS carrier. In fact, Yankee Group recognized
AWS for this effort in the fourth quarter by naming it the carrier with the
best executed digital strategy.

AWS's enhanced core profitability in 1997 came primarily from efforts to
reduce costs. For example, AWS focused on increasing its use of less
expensive distribution channels. As a result, cost per gross add (CPGA)
fell by 6.1 % in 1997. In addition to these short-term profitability initiatives,
AWS adopted a strategy designed to boost profitability in the long term.
AWS phased out many of its low-usage analog rate plans, eliminated
free phones from direct distribution channels, and focused its targeting
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efforts on high-value customers. Of course, an increased level of
customer churn and a slowdown in customer additions was inevitable
given the adoption of this strategy and the abundance of low-priced rate
plans available from competitors. While competition was the largest
factor in AWS's reduced revenue and subscriber growth rates, the
quality-over-quantity approach also partly accounts for the slowdown,
particularly in the second half of the year.

Growth was another key area of emphasis for AT&T Wireless in 1997.
Not growth in the sense of pure subscriber and revenue accumulation at
any cost, but rather expansion of AT&T's ability to provide innovative
digital communications services across North America, seamlessly to
customers and profitably for AT&T. The most significant growth
opportunity for AWS is the expansion of its digital footprint in markets
where it has acquired 1.9 GHz spectrum licenses. AWS built out ten of
these markets in 1997, launching nine of them, with the tenth pending an
announcement of a partnership agreement. With the activation of these
markets (PhoenixlTucson, Atlanta, Chicago, Philadelphia, Charlotte,
Detroit, Baltimore/ Washington, St. Louis, and Cleveland), plus Boston in
January 1998, AT&T Wireless is the only carrier to operate in 24 of the
top 25 markets in the U.S. AWS has 130 million digital POPs across the
country, a footprint 60% larger than any other carrier. And the tri-modal
phones introduced in June offer AWS customers the ability to roam
seamlessly across the country on analog systems and digital systems in
the 850 MHz and 1.9 GHz spectrum-a capability currently only available
with IS-136 TDMA technology. The investment required for this
expansion is substantial. AT&T invested nearly $1 billion in capital in
1997 for its 1900 MHz build-out, and the start-up costs, depreciation, and
amortization of licenses for these markets cost AT&T over $200 million
in EBIT for the year. However, AT&T plans to work with partners in order
to both minimize its own investment and accelerate the build-out of
TDMA systems. A joint venture with Triton PCS was announced in
October, and other deals are planned in 1998.

Maximizing the synergies between AWS and AT&T remains a key
priority for the AT&T management team. Bundling of services is a major
example of such an opportunity. In 1997 AT&T sold 1.6 million
long-distance/wireless bundles, many with integrated customer care.
Many of these bundles were sold through AT&T's own retail stores,
which have been converted from AWS outlets to stores offering a
complete line of AT&T services-long-distance, wireless, pre-paid cards,
AT&T WorldNet, personal 800 numbers, and more. Also, AWS's
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